
BACKGROUND

Godwins has been engaged by the United States Telephone Association to perform

an analysis of the impact of SFAS 106 on the GNP-PI. In particular, Godwins was

asked to determine the extent to which the price cap mechanism utilized by the

FCC will reflect the impact of SFAS 106 and will enable Local Exchange Carriers

to recover their increase in total operating costs incurred due to their adoption

of the new accounting standard.

This report describes the results of that analysis and provides detailed

documentation of the data, methods, and assumptions utilized in the study.

Respectfully submitted,

Peter J. Neuwirth, F.S.A., M.A. A.A.

Andrew B. Abel, Ph.D.
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I. EXECUTIVE stnOWlY

'nle purpo.e of this .tudy is to detemine what percentage of the ad4itional co.t.

incurred by Local Exchange Carrier••ubject to Federal Price Cap regulatio~

(hereinafter referred to as ·Price Cap LEC.-) a. a re.ult of the Financial

Accounting Standards Board'. State.nt No. 106 (SFAS 106) will be reflected in

the GNP Price Index (GNP-PI) and what percentage will not be .0 reflected.

'nli. .tudy finds that ultimately the incre..e in GNP-PI caused by SFAS 106

(.0124') will provide for recovery of 0.7' of the ad4itional cost. incurred by

Price Cap LECs. Other II&croeconomic factors, principally an eventual adjustllant

of the national wage rate, account for recovery of an ad4itional. 14.5' of the

additional co.t. incurred by Price Cap LEC., leaving 84.8' of these ad4itional

co.t. unrecovered.

'nli. stuciy i. pre.ented in tvo .tage.: an Actuarial ADaly.i. follow.d by a

Macro.conomic ADalysis. The Actuarial Analysis us•• e:te.ographic, economic aDd

benefit program data collect.d from each Price Cap LEC to construct a cOllpo.ite

cOllpany (hereinafter ref.rred to as -TELCO-) which reflects the characteristic.

of the industry as a whol.. This analy.is fincSs that the 1JIpact of SFAS 106 on

the cost. of the av.rag. employer in the econollY is only 28.3' of the

corre.ponding impact on TELCO. The MacroecoDOllic Analysis which analyze. the

illpact of SFAS 106 on the econo.,. as a whole fincSs that only 2.3' of the averag.

8l1ployer's additional co.t. re.ulting from SFAS 106 is p....el through to the GNP­

PI.

Th. table on the follov1.n& pale ~1ze. how the kay r.sults of the study are

combined to derive the unrecov.reel proportion of the Pric. Cap LEC.' SFAS 106

co.ts.
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Eff.ces of SlAS 106 OD !ILCO's eoses

(A) Impace on naeiona1 averag. eo.e. r.laeiv. eo TELCO'. cose.
(frca the ActuarIal Analy.is)

(B) Proporeion of incr.... in naeional av.rag. co.e. p....d
through eo GNP-PI

(fro. th. Macro.cono.ic Analysis)

(C) Proporeion of TELCO'. SFAS 106 cose iucr.... ren~ce.d

in GNP-PI
(ie.. (A) x ie.. (I»

(D) ProporeiOll of TELCO'. SFAS 106 co.e iucr.... offs.e by
oeh.r Jll&Cro.conoaic adjustm.nes, including th. r.duceI01l
of th. wa.. rae.

(fro. the Macro.cono.ic Analy.i.)

(E) Proporeion of TELCO'. SFAS 106 co.e incr.... unr.cover.d
(100' - ie.. (C) - ie.. (D»

Actuarial Anily.t.

28.3'

2.3'

0.7'

14.5'

84."

Ev.n if on. vera eo eake a cons.rvativ. approach and ...,.. thae all SFAS 106

co.es w.r. p....d ehrough dir.ctly and coapl.eely eo pric. incr..... and thus

ineo eh. GNP-PI, 100' of .ach Pric. Cap LEC'. SrAS 106 co.es would b. r.fl.ce.d

in th. GNP-PI, only if th. following vera true:

•

•

Th. b.nefits provided by the Pric. Cap LlC eo ies ..,loy••• w.r. at the

sam. level .. tho.. provided to all oth.r eaploy... in the .ceme-y.

Th. b.nefits provided by the Pric. Cap LlC ga". rise to the ._ r.lative

incr.... in total co.ts .. for oth.r ellploy.r. vban SFAS 106 1. appli.d.
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Because nei~ of the above stat_nc. is true, the percentale of each Price Cap

LEC's SFAS 106 co.t. that vill be reflected in the GNP-PI i. far less dbaD lOOt.

Indeed, we have determined that ignoring II&croeconollic effects, only 28.3' of the

additional coSti incurred by the average Price Cap LEC due to SFAS 106 would be

reflected in the GNP-PI. This result wu derived by che following .telJs:

•

•

•

•

By utilizing deIIographic, ecouo.ic, and benefit progr.. data collected froa

each Price CalJ LEC va ccmstruceed a cOllpOsiee cc.pany ('hereinafter refened

to as -TELCO-) which reflectl the characceriseic. of che induaery u a

whole.

By ucllizina a daea bue of plan provisiona for retiree _dical plana

sponsored by 830 private .ector -.ployer. (cover1n& 19 llillion empla,ee.)

and our Benefit x..vel Indicator (-IU-) _thocIolol1, we deteraiud how

TELCO's prop'- cOlipared to a -national avera.e- ballefit p~ocr-.

Ye adjusted this cOliparative benefit analy.is to reflect specific factor.

that would cauae siailar benefit proar'" to senerate d1fferent levels of

SFAS 106 cost. In particular, we adjusted for:

differences in daJIography (avera.e a.e, service, etc.)

differences in wichdraval and retir...nt pacterns

differeuce. in the INIIber aDd t-pact of curreat retiree.

difference. in the extent of current pre-fuDd1na of ballefic. conducted

by TELCO and that of others.

Ye then took acCOUllt of the very large croup of workers in the national

ecouollY who ara DOt covered by any po.t-retir_ut proar- or are covered

by a proar" that i5 DOt affected by the FASI'. rule.. Their employers

will, by definition, incur uo SFAS 106 cost for ch_.
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o ~e made two final adjustments to the comparative analysis due to economic

factors. In particular, we:

made an adjustment for differences between per unit labor costs for

TELCO and for other employers, and

made an adjustment for differences in the percentage of total output

represented by labor costs for TELCO and fo~ other employers.

Putting together all of these factors, we find that the i.Dlpact of SFAS 106 on the

costs of the average employer in ehe economy (including employers that do not

offer post-retire.ent health benefies and/or are not affected by FASB's rule.)

is only 28.3' of the corresponding impact on TELCO. In addition, the Actuarial

Analysis finds that SFAS 106 directly increases labor costs by 3' for the average

employer offering post-retirement health benefits covered by SFAS 106. This 3'

figure is an important input to the Macroeconomic Analysis.

Macroecongmic AnAlysi.

The purpose of the Macroeconomic Analysis is to determine the extent to which the

addieional costs resulting from SFAS 106 would be passed through to an increase

in GNP-PI. The Macroeconomic Analysis utilizes a macroeconomic model developed

for Godwins by Professor Andrew Abel of the Wharton School of the University of

Pennsylvania to address this question. The Macroeconomic Analysis finds that

only 2.3' of direct SFAS 106 costs of the average employer in the economy are

passed through to the GNP-PI. In addition, IS a result of SFAS 106 the average

wage rate in the econollY would be 0.93' lower than it would have been in the

absence of SFAS 106.

Effects of SFAS 106 on TELCO's Costs

As noted, the uleimate purpose of the study is to determine the extent to which

GNP-PI reflects the additional costs incurred by the average Price Cap LEC

(1. e. TELCO) as a result of SFAS 106. The table shown on page 2 summarizes our

findings. Item (A) summarizes the Actuarial Analysis which finds that costs of

-4-
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the av.rac. cOll9&DY .in the .cono.y incr.... by only 28.3' .. -.ach .. TELCO'.

coses incr.... .. a r ••ult of SFAS 106. B.caus. only 2.3' of the av.rag.

increase in co.ts is p....d through to the GNP·PI (it.. (B», only 0.7'

(ite. (C), 2.3' x 28.3') of TELCO's additional cost. r.aultinc froa SFAS 106 ar.

reflected in. GNP-PI. Thus, it would appear that 99.3' of TELCO's additional

costs ar.,l.ft unrecov.red. How.ver, the Kacro.conoaic Analysi. finds that the

national wag. rat. would ev.ntually b. 0.93t lover than it would hav. b••n in the

absence of SFAS 106. If TELCO were able to benefit froa a Ii.ilar recluction in

its wag. rate, such a recluction would recover aD additional 14.5t of TELCO's

direct SFAS 106 costs (ite. (D». Taking account of the 0.7t r.covery due to

GNP·PI aDd the eventual 14.5' recovery due to the adjustaent of the wale rat.

leave. 84.8t of TELCO'. direct SFAS 106 co.ts unrecovered (it.. (I».
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II. DEVELOPKENT AND stnIWlY OF USULTS

We wish to e.cablish what p.rc.ntaS. of the averas. Pric. Cap LEC'. SFAS 106

costs will be reflected in the GNP-PI and h.nce what p.rcentage will not be so

reflected.

We begin with an actuarial analy.is which proceeds in two .tep.. Th. first .tep

in the actuarial analy.i. i. to construct a compo.ite company which accurately

reflect. the characteristic. and benefit plans of 1;he avera•• !ric. cap LEe. '1'he

second step is to detemine the iJlpact of SFAS 106 on thi. compo.it. company

relative to the iJlpact of SFAS 106 on other ellployer. in the GNP on the

a••umption that all additional co.ts are p....d on compl.t.ly into the GNP.PI.

Following the actuarial analysis is a II&CroecOllOll1c aDaly.i. to detemine the

extent to which the acid1tional co.t. vill. in fact. translate into. hiper price.

and. therefore, affect the GNP·PI.

COD'trystioD of Cgppo.ite Cgppapx ,wIILQQ.)

Actuarial, beDafit, eccmoa1c aD4 cSeIIographic data wer. coll.ct.d on eleven Price

Cap LEC.. Data included w.. for total Tel.phoaa Op.rations consistent with

amounts included on the 1990 AlHIS 43-02 for each COllpany. The.e data were then

combined, treat1n& each Price Cap LEC .. if it vera a clivi.ion of the larger

combined company. The characteristic. of thi. compo.ite company (WTELCOW) are

as follow.:

Number of Active ellploye••

Number of latir.d ..,101e•• :

1990 Aver... co~.nsationp.r ..,loyee:

1990 Total laveuue (in millions):

1990 Total Value Added (in millions):

Average Per Capita Claims Co.t:

Average Ag. of Active.:

Average Service of Active.:

·6·

613,193

294,482

$38,533

$82,512.9

$61,338.4

$3,075

41.6

16.6

____________________~s----



Impact of SPAS 106 on th, Ayera" Price Cap LEe lelativ. to its Impact on All

Employers to th, GIl

There are 95.8 million private sector employees and 18.6 million public sector

employees in 'GNP'. all of whom (and their dependents) may incur medical charges

in retirement. Public sector employers, however, will not record SFAS 106

expense even wh.r. th. entity sponsors a post-retirement medical plan (public

sector employ.rs ar. not subject to FASB rules),

Of the private sector employees, 30.7 million ar. eligible to have a proportion

of their charges in retirement met by their employer's m.dical plan (and which

plan is subject to SFAS 106), the actual proportion dep.nding on the detail.d

provisions of their employer's plan(s), It is this anticipated employer cost for

those employees that is reflected in SFAS 106 costs. Th. proportion of the

charges m.t is an .ff.ctiv. measure of the overall level of ben._fit provided by

a given plan. Y. will refer to it as the B.nefit Level Indicator ("BLI"). Ye

must establish the av.rage proportion of covered employees' charges that will b.

m.t collectiv.ly by th.ir employers - the GNP BLI.

Separately w. will calculate the average proportion of charges met by the av.rage

Price Cap LEC - the TELCO BLI.

All other factors b.ing equal (which they are not). the p.rc.ntag. of TELCO's

SFAS 106 costs that would be reflected in the GNP-PI would b. represented by the

following ratio:

BLI Ratio - GNP BLI -
TELCO BLI

Ben.fit Lev.l Indicator for the
avera,. employer in the GNP
B.n.fit Level Indicator for TELCO

However. this rat10 requires a numb.r of adjustments:

o Adjustment for differences in demography which will affect the SFAS 106

impact of a given program (Demographic Adjustment).
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o

o

o

o

o

Adjustment for the differing impact on SFAS 106 costs of current retirees

at TELCO compared with other employers (Current Retiree Adjustment).

Adjustment for any differences in the extent to which TELCO is pre-funding

its post-retirement benefits compared to other employers (Pre-Funding

Adjustment).

Adjustment for employees not covered by post-reti;-ement medical programs or

covered by programs for which SFAS 106 will not apply (Non-Covered

Employees Adjustment).

Adjustment for differences beeween per unit labor costs for TELCO and for

other employers (Per Unit Labor Cost Adjustment).

Adjustment for differences in the percentage of total output represented by

labor costs for TELCO and for other employers (Labor Cost Percentage

Adjustment) .

Utilizing the data, methods, and assumptions described in Section III, we have

determined the following values:

(1) GNP BLI - .2568

(2) TELCO BLI - .4390

(3) BLI Ratio - .2568 + .4390 -~

(4) Demographic Adjusaaent - .5438

(5) Current aetiree Adjustment - .9287

(6) Pre-Funding Adjustment - 1.313

(7) Non-Covered Employees Adjustment - .2684
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(8) Per Unit Labor Cost Adjustment - 1.3062

(9) Labor Cost Percentage Adjustment - 2.0832

(10) SFAS 106 Cost Increase Ratio - BLI Ratio x (4) x (5) x (6) x (7) x

(8) x (9) - ~

The SFAS 106 Cost Increase Ratio can be interpreted as meaning that, at most,

only 28.3\ of the additional cost incurred by TELCO due to SFAS 106 will find its

way into the GNP-PI because the average employer in the GNP will experience only

28.3\ of the cost increase chat will hit TELCO.

Extent to which Imp.ct of SlAS 106 on All Employer, tp GIl Transl.te, tpto an
Incre.s. iD the Gil-PI

The effect of SFAS 106 on the GNP-PI is calculated using a macroeconomic model

that has cwo s.ctors. In sector 1 employers do not offer post-retiremeDt h••lth

benefits, and in ,.ctor 2 employer, do offer post-r.tir•••nt health b.D.fits.

The macroeconomic mod.l treats the introductioD of SFAS 106 as a dir.ct iDcr••s.

in the cost of labor facing employers in s.ctor 2. Th. bas.lin. c.lculations

using the mod.l calculate the impact of SlAS 106 on the GNP-PI using the

following information:

(1) sector 2 accounts for 32\ of private sector employment;

(2) labor costs account for 64\ of total costs in sector I and in s.ctor 2; and

(3) SFAS 106 dir.ctly incr.ases labor costs by 3\ iD s.ctor 2.

Based on these inputs, numerical solution of the macroeconomic model indicates

that SFAS 106 will increase the private sector price index by 0.0138\.

To put this result in p.rspective w. calculate a back-of-ene-envelope estimate

of the effect of SFAS 106 on the private sector price index as follows: a 3\

increase in labor costs raises total costs and pric.s in s.ctor 2 by 1.92\ (64\

-9-
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share of labo~ costs in total costs x 3' increase in labor costs) and thus raises

the private sector price index by 0.614' (1.92' increase in price in sector 2 x

0.32 share of sector 2 in private sector GNP). Thus, if all direct costs were

completely passed through in prices, and if there were no change in the amount

of labor eDl{)loyed and output produced by each employer, the private sector price

index w~uld increase by 0.614\. However, taking account of the impact of labor

costs on the demand for labor, and the impact of price changes on the demand for

goods. the macroeconomic model finds that the private sector price index

increases by only 0.0138\. We define the "passthrough coefficient- as the

increase in the price index according to the macroeconomic model divided by the

back-of-the-envelope price increase. In the baseline calculation, the

passthrough co.fficient is 0.0225 (0.0138\ + 0.614\). Th. passthrough

coefficient can b. thought of as the perc.ntag. of national SFAS 106 costs that

will actually b. reflected in the private sector price index.

The GNP-PI covers pric.s of government sector production as well as prices of

private s.ctor production, with the government sector accounting for 10.6\ of GNP

and the private sector accounting for 89.4\ of GNP. aecause SFAS 106 do•• not

apply to the governm.nt sector, the gov.rnm.nt component of the GNP-PI will not

be affected by SFAS 106. Therefore the incr.as. in the GNP-PI .quals 89.4\ of

the increase in the private sector pric. ind.x. This factor of 89.4\ applies

both to the back-of-the-envelope price increase and to the price incr .

calculated by the macroeconollic model. Thus, the back-of- the -env.lop. incr .

in the GNP-PI is 0.549\ (0.894 x 0.614\) and the increase in the GNP-PI according

to the macroeconomic model is 0.0124\ (0.894 x 0.0138\). The passthrough

coefficient is 0.0225 (0.0124\ + 0.549\) which is identical to the passthrough

coefficient for the private sector price index.

il.svltinl Impac;~ of srASIOt on mea hlatm to its Onrall Impact OR the

Gn-PI

As noted above, the average employ.r in the GNP will exp.ri.nc. only 28.3' of the

cost increase that TELCO will experience due to SFAS 106. Furthermor., we have

seen that only 2.3\ of the cost increase experienced by all employers in the GNP

will be passed through to the GNP-PI. From the interaction of these factors we
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are able to c~nclude that only 0.7' of TELCO's SFAS 106 costs will be reflected

in the GNP-PI and that 99.3' of these additional costs will not be reflected in

this price index.

Additional Macroeconomic Effect of SlAS 106

In addition to the result reported above our macroeconomic model indicates that,

in response to the impact of SFAS 106, the wage rate in the national economy

will, over time, reduce in relative terms by 0.93' (i.e., relative to what it

would have been in the absence of SFAS 106). To the extent that TELCO could also

benefit from a relative reduction in its wage rate this would help to offset its

increase in costs due to SFAS 106. If TELCO were able to achieve the full

reduction of 0.93' this would finance 14.5' of its additional SFAS 106 costs.

As noted, this wage rate reduction reflects the ultimate effect of SFAS 106 and

would not necessarily fully occur in 1993 when SFAS 106 beco..s effective.

Thus the combined effect of the impact of SFAS 106 on the GNP-PI and on the wage

rate would still leave 84.8' of TELCO's additional SFAS 106 costs unrecovered.
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III. DETAILED DESCRIPTION OF ANALYSIS

Impac; of SlAS 106 on ;h. Av.ra,e Price Cap LEC R.la;iv. ;0 1;, Impac; on All

Employers in ;h. GNl

This section of our report is a re-iteration of Section II but with considerably

more detail.

ConstructioD of Composite Company ("TELCO")

As noted earlier, eleven Price Cap LECs subllicted data for chis study. Each fim

inform.d us of its number of active employ.es and their average ages and average

service, and of the numb.r of ies retirees covered by e1llployer subsidized K.dical

Plans. li. were also provid.d detailed descriptions of the Kedical Plans for

Retired Employe.s and of the results of actuarial studi.s of the impact of SFAS

106 on expensing for these Plans.

Our data included a distribution by quinquenial age and service cells for 125,000

active employees, and we used the shape of this distribution for the valuation.s

needed for this report. The distribution was shifted as required, to fit the

known average age and average service for all of the Price Cap LECs. A c.nsus

was construct.d froll the adjust.d distribut:ion. which c.nsus repres.nts the

typical Price Cap LEC.

A Benefit Level Indicator was d.temin.d for each Plan. As not.d earlier. this

Benefit Level Indicator lI.asur.s the relative value of individual plans. The

methodology for calculating the B.n.fit Lev.l Inelicator for a giv.n retire.

medical plan i. eliscusseel in el.tail b.ginning on page 12. The Indicators w.re

averaged and a Plan with the averag. Benefit Lev.l Inelicator wa. us.el for this

study. As expected, the actuarial assumptions us.d for the calculation of the

impact of SFAS 106 differed froll study to study.
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The discount ;ate was a single number for all but 1 of the 11 Price Cap LECs <an

equivalent uniform rate was proffered for the one exception) and the discount

rate for the composite firm, TELCO, was taken as the average of the individual

rates, weighted by number of active employees. Simple averages could not be used

for turnover assumptions or retirement decrements because such rates are one or

two dimensional arrays. Therefore TELCO turnover was derived by doing valuations

of a standard Plan using each firm's turnover rates, the TELCO census, and a

standard retirement age. The turnover table for' TELCO was taken fro. a

collection of standard turnover tables used for Pension Valuations, and was

selecud as that table which when used with the TELCO census, standard Plan and

standard retirement age gave the best agreement as to the SFAS 106 liabilities

as determined by the aggregation of individual firm's actuarial studies.

The composite retirement age assumption for TELCO was derived by setting a

pattern for each firm, which pattern gave the same average retire.ent age for an

employee attaining age 55, ignoring mortality, as given by the retirement age

assumptions used for the actuarial studies. These patterns had one free

parameter (the level rate to be applied for age. 55 to 61), and the composite

pattern was that pattern with the average value of the free parameter. TELCO's

trend rates were derived using an analysis smilar to that used for detemining

TELCO's retirement rates. Ye used an ultimate trend rate equal to the average

of ultimate trends rates used in the actuarial studies. W. then determined a

value for an initial trend rate for each Price Cap LEC such that a declining

pattern of trend rates beginning with that initial trend rate and grading down

to the average ultimate trend rate gave the same present value for a 30-year

stream of projected claims payments as would be obtained by using the actual

trend rates assumed in that Price Cap LEC' s actuarial study. The composite trend

assumption for TELCO was the pattern associated with the average initial trend

rate grading down to the previously determined average ultimate trend rate.

-13-
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Calculation of GNPBLI and TELCO BLI

We define ehe Benefit Level Indicator ("BLI") to mean the percentage of total

medical claims incurred by an employer's retirees that will be reimburs.d by the

employer's benefit program. This definition applies only to the plan for which

the employer's active employees may become eligible and the BLls are based only

on current levels of medical costs and Medicare reimbursement. Ye consider only

current levels because the SFAS 106 requirement to value ehe "substantive" plan

suggests that it is reasonable to assume that plan provisions (e.g., deductibles,

out-of-pock.t maximums. etc.) will generally be projected (either explicitly or

implicitly) to stay consistent with aggregate cost l.v.ls. In gen.ral. the

liability for current retirees is already being exp.nsed on a pay-as-you-go basis

and is a function of prior plan provisions. As not.d earlier, the impact of

current retirees on SFAS 106 costs is tak.n account of in the Current a.tire.

Adjustlll.nt.

Thus, in order to calculate the BLI of a given employer's post-retirement medical

plan one ne.ds the plan provisions and an anticipated fr.quency distribution of

medical charges broken down by type of charge and size of charg•.

The calculation itself is very d.tailed, but relatively straight forward. For

each type and size of annual claim pre- and post-65 (e.g., hospital charg.s

between $5.000 and $6.000 incurred before age 65). the plan's provisions (i .•.•

deductible, coinsurance, etc.) are applied and a plan reimbursement amount is

calculated, allowing for any integration with Medicare b.nefit•.

After all. plan r.imburs.ment amount. are calculated. the fr.qu.ncy distribution

is appli.d to calculat. an ov.rall av.rag. r.1IIbur••••nt ratio compared to total

m.dical charg.s. This ratio is th.n adjuseed for the aJIOunt of r.quir.d r.tir.e

contribut:ions called for by the plan. Th. result is the n.t BLI. B.cause of the

significant differenc•• b.twe.n plan provisions that apply to retirees pr.- and

post-65 (Medicare integration, contribution levels, etc.). two BLIs are

calculaeed, pre- and post-65. These two BLls are then weighted to generate an

overall BLI for the employer.

-14-
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As noted above, the calculation of an employer's BLI requires both a data base

of employer plan provisions and a detailed medical claims distribution. ~ith

respect to plan provisions, we have utilized a data base of over 1,000 employers

which includes 830 employers who sponsor post-retirement medical programs. For

each of these employers, we have detailed plan provisions which include for pre­

and post-65 coverage for each type of medical charge (surgery, hospital,

physicians, drugs, etc.):

o

o

o

o

o

o

o

Eligibiliey requirements

Deductible

Coinsuranc.

Out-of-pocket maximums

Plan r.i.JIbur....nt maximwu (annual and lif.time)

R.quir.d contributions for .mploy.e and d.pendent coverage

Typ. of M.dicare Int.gration

The data bas. includ.s only limit.d information on d.ntal cov.rag. and no

information on post-r.tirement life insuranc.. The data ba•• its.lf is comprised

mostly of large employ.rs with ov.r 1,000 employ••s and is distribut.d throughout

all six of the III&jor industry categori•• outlined by the Gen.ral Accounting

Office in its r.cent surv.y of the preval.nce of post-r.tir.ment medical

programs. In total, the data base covers approxilll&tely 19 million of the

estimated 38 million employees who work for employers who sponsor post-retireJl8nt

medical programs. A sUDIIIAry of the data bas. appears in App.ndix A.

With respect to the distribution of medical claims, we utilized a distribution

based on the actual 1990 experience of 39,436 retir.es (pre- and post-65) covered

by employer sponsored post-retirement medical plans aa.ln1stered by one large

national insurance cOllpany. the data includes detailed breakdowns of claim

amounts by size and type of claim. It covers plans throughout the United States

and, to our knowledge, does not have any g.ographic or industry bias.

To derive GNP-BLI, B.nefit Level Indicators were calculated for each employer in

the data base, then a comparison was made between our data base of large employer

plans and the employers who make up the GNP. In making that comparison, we
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utilized in£orma~ion from the United States General Accounting Office Karch 1990

Report on nExtent of Companies Retiree Health Coverage n, including unpublished

supporting data obtained directly from the GAO staff. In particular, average

BLls by industry (w.ight.d by number of employees) were d.t.rmin.d from our data

base. Thes. average BLls were then weight.d by the percentages of cov.red

employees working in each major industry as determined by the GAO survey. These

weighted values were then averaged to come up with BLls for the GNP for pre-65

and post-65 coverage separat.ly. The pre- and post-6~ BLls were then weighted,

based on the average demographics and retirement experience of the national

workforce, to produce GNP-BLI.

TELCO in total sponsors 18 post-retirement medical programs (Le. one or more for

each of the Price Cap LECs). Th. sam. BLI calculation process described above

was utilized to determine the pre- and post-65 Ben.fit level Indicators for .ach

of the 18 employee groups. These 18 sets of BLls w.r. th.n combined on an

employee weighted basis to derive pre- and post-65 BLls for TELCO as a whole.

The pre- and post-65 BLls were th.n w.ight.d and combined on the basis of

national av.rase demosraphics and r.eir....nt patt.rns to produc. TELCO BU. Th.

numerical d.rivation of GNP BLI and TELCO BLI is outlin.d below.

Calculation of Benefit Level Indicator for Ay,rll' Emplgy.r in GNP

1. Calculat. pr.- and post-65 ILls by industry from data bls•.

Industry Pr,-65 SLI Pose-65 SLI

lUning & JflUlufeceuring, ,tc. .7232 .2340

Construction .7758 .0604

TransportationjUtilities .7974 .2643

Reteil .4730 .0603

FinIUlce/lnsurlUlce .6721 .1926

ConsUIMr Services .5771 .1267
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2. Calculace induscry weighced average BLIs using induscry weighcings from GAO

scudy. (See Appendix A for industry weightings from GAO study)

Indusrry Weigheed Average BLI Pre-65

Pose-65

.6898

.2008

3. Calculace GNP BLI based on national demographics (recirem.nc age - 63).

(See Appendix B for methodology for determination of pre- and post-65

weightings)

GNP BLI - .2568

Calculation of Benefit Level Indicacor for TELCO

1. Calculace pre- and post-65 BLls for each plan sponsored by TELCO:

Yeighted Average Benefit Level Indicators for TELCO

Pre-65

Posc-65
- .8295

.3885

2. Calculace TELCO BLI based on nacional demographics:

TELCO BLI - .4390

Calculation of oemPlraphic Ad1U1tmenC

Even if che B.nefit Lev.l inciicacors of che GNP w.r••qual to thac of ch. averag'

Price Cap LEe (i... if GNP BLI w.re equal co TELCO BLI) , th.y would not

necessarily gen.rac. che sam. ancicipat.d recir.e claim cosc per active employe•.

If TELCO employe.s exhibic differenc eurnover than ocher employe.s in the GNP,

a different percentage of TELCO's employees will reach retirement. This will

result in a different retiree claim cost per accive employe.. As can b. s.en

from Appendix A, TELCO will in fact utilize lower rates of eurnover chan those
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used by other employers in determining SFAS 106 costs. Because of this an

adj ustment of .7788 (Turnover rate adjustment) will need to be applied to the BLI

ratio.

Furthermore each $1 of TELCO anticipated claim cost will not translate into the

same amount of SFAS 106 cost as will each $1 of anticipated retiree claim cost

in the GNP. This will be due to two types of demographic differences between

TELCO and the GNP. In particular:

o

o

TELCO employees are older and have more past service than those in the GNP.

TELCO employees tend to retire at earlier ages than is true throughout the

national economy.

The extent of these differences is illustrated in Appendix A. and will give rise

to the following additional adjustments to the BLI ratio:

Adjustment due to IIg• .md PIiSt service difference. - .8528 (lige/.ervice

adjustment)

Adjustment due to .lIrlier retirements among TELCO employe•• - .8188 (retirement

rllt. adjustment)

The total demographic adjustment is derived as (turnover rate adjustment) x

(age/service adjustment) x (retirement rate adjustment):

Demographic Adjustment - .7788 JC .8528 JC .8188 - .5438

The specific ..thou and ..sumptions utilized in the derivation of the above

adjustment are described in Appendix B. In developing this as well as all future

adjustments methodology was employed to ensure that no "double counting- of

effects occurred.
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Calculation of Current Retiree Adjustment

Because a significanc portion of SFAS 106 costs will arise due to the

amorcizacion of che liabilicy for currenC recirees we must allow for the

possibilicy that the relative SFAS 106 cosc impact of chese current retirees will

be differenc for TELCO than for the GNP. In order to address this, we calculated

and compared the average current reciree benefit cosc per active employee for

TELCO and for che GNP (using for the GNP only the 30.7 million accive employees

who generate SFAS 106 costs).

For TELCO the average claim cost per current retiree is $3,075 while for the GNP

it is $1,802. Furthermore the racio of currenc retir.e. to active employ••• at

TELCO is .4802 compared with . 1726 for the GNP. Thus the ratio of current

retiree cost per active employee of the GNP to that of TELCO is (.1726 x 1802)

+ (.4802 x 3075) or .2106.

If the BLI ratio after applying Demographic Adjustment was also .2106 then no

further adjustment would be r.quired. Howev.r, the BLI ratio after the

Demographic Adjustment is .3181 (.5850 x .5438). Current r.tirees at TELCO

represent 21.09t of the incr.ase in costs due to SFAS 106 and active employees

represent the oth.r 78.91t. Taking this into account, we calculate:

Current Retiree Adjustment - .7891 + (.2109 x .2106 + .3181) - .9287.

Calculation of Pre-fundinl AdjUlem.n;

Thus far we have assumed that the increase in labor costs due to SFAS 106 for

boch che GNP and TELCO will .qual expense calculaced under SFAS 106 minus claa

cost for currene r.eire.s (l.e. current ·pay as you go· cose). If, howev.r,

either TELCO or .mployers in the GNP have been funding and/or accruing expense

for posc-retirement medical benefits in excess of ·pay as you go· cost, then an

adjustment musc be made. In fact several of the Price Cap LECs have accumulated

and are continuing co accumulate assecs in trust co pay future post-retirement

medical benefits. Therefore che increase in TELCO's labor costs due to SFAS 106

will be less than it would be had no pre-funding taken place. By making the
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conservative ~ssWllptlon that no similar accumulation of assets is taking place

in the GNP, we calculate an adjustment equal to the increase in TELCO's labor

cost if no pre-funding was taking place divided by the increase in TELCO's labor

cost taking into account both accumulated assets and ongoing annual pre-funding

contributio~s. Specifically the adjustment was determined as:

(1991 TELCO SFAS 106 Cost assuming no prior funding - 1991 projected claims

paymene) + (1991 TELCO SFAS 106 Cose recognizing prior funding - 1991

projected claims payment + additional 1991 funding costs).

Therefore, expressing all &mounes in $millions:

Pre-funding Adjusemene - (2,858.4-905.5) + (2,693.1-1.205.8) - 1.313

Calculation of Non-Covered Employees Adjustmenk

Thus far, we have developed a SLl raeio and a set of adjustments that relate to

those employees who generate SFAS 106 costs. tie must still adjust this ratio to

reflect the fact that while TELCO extends its post-retirement medical programs

to its entire workforce, there are employers in the GNP who provide benefits to

only a portion of their workforce and many employers who do not provide any post­

retirement medical benefits at all. Finally, we must allow for public sector

employees. none of whom generates SFAS 106 costs. In fact, the Non-Covered

Employee Adjustment is simply the percentage of all employees in the GNP who

could become eligible for post-retirement medical benefits programs sponsored by

their employers which are subject to SFAS 106.

As can be seen in Appendix A, the US G.n.ral Accounting Offic. p.rform.d a

detailed survey in 1990 co determine the extene of pose-retirement m.dical

coverage provided by US employers in the private sector. Th. study concluded

that of che 95.8 million private sector employees. 38.5 million work for

employers who provide post-retirement medical benefits, but only 30.7 million of

these 38.5 million employees could aceually become eligible for benefits affeceed

by SFAS 106, with che remaining 7.8 million being ineligible because they work

for non-covered subsidiaries, work in non-covered job classes, or are covered by
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multi-employer plans which are not subject to SFAS 106. Since government

entities are also not subject to SFAS 106 (but are part of GNP), we must adjust

for all public sector employees who number 18.6 million. Thus we calculate:

Non-Covered Employees Adjustment - 30.7 + (95.8 + 18.6) - .2684

Calculation of Per Unit Labor Cost Adjustment

Adjustments made thus far have taken account of the fact that employers with the

same Benefit Level Indicator may have different SFAS 106 costs per employee.

However, even if SFAS 106 costs per employee were the same. labor costs per

employee may not be and thus the relative impact of SFAS 106 on per unit labor

costs may not be the same.

In fact, the labor costs per employee are significantly higher a~ TELCO than for

other employers in the GNP. This is due, in part, to demographic differences but

is also due to the different mix of skilled and unskilled workers at TELCO

compared to the average mix in the GNP. As shown in AppendiX A. TELCO's total

annual compensation per employee is $38,533 as compared to the national averag.

of $29,500. Therefore, to reflect the fact that each $1 of per employee SFAS 106

cost will represent a smaller portion of total labor costs for TELCO than for the

GNP, we calculate,

Per Unit Labor Cost Adjusement - 38.533 + 29,500 - 1.3062

Calculation of Labor Cost Percentale Adjustment

Even after applying the Per Unit Labor Cost Adjustment we must address the

possibility that the percentage of output represented by labor costs may differ

between TELCO and the GNP. If this is so, then even if SFAS 106 had the same

percentage impact on the labor costs of both TELCO and the GNP, there would be

a difference in its impact on the total costs of each. Unlike the explicit

nature of the calculation of the other Adjustments. the Labor Cost Percentage

Adjustment has to be calculated implicitly as explained below.
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For the econO!llY as a whole ouepue is synonymous with value added (which is total

revenue minus the cost of purchased inputs) and labor costs represent 64.27' of

total output. For TELCO output consists of the cost of goods plus value added:

the cost of goods is 25.7' of output and value added is 74.3' of output. Labor

costs at TELCO are $23.623.7M and represent 38.5' of value added.

The impact of SFAS 106 on TELCO's costs is both direce and indirect. The direce

impace is ehe increase in TELCO's own labor costs: the indirect impact is the

effect on the labor costs of TELCO's suppliers which is passed on in the prices

they charge TELCO for goods.

Before calculating Labor Cost Percentage Adjustment we calculate the

Adjusted BLI Ratio - BLI Ratio x all Adjustments

- .5850 x .5438 x .9287 x 1.313 x .2684 x 1.3062

-~

This Adjusted BLI Ratio can be interpreted as meaning that for every perc.neage

point by which SFAS 106 increases TELCO's own labor costs it will increase the

labor coses of ehe average company in the GNP by 13.60\ of a percentage point.

On the assumptions that TELCO's suppliers are like ehe average company in ehe GNP

and that all additional costs will be passed through completely into prices (and

into the GNP·PI) an increase of one percentage point in TELCO's own labor costs

will increase TELCO's overall costs:

by l' of 38.5' of 74.3' of output
in respect of its own labor costs, and
(i. e., 11 of the percenc of oucpuc represenced
by TELCO's l.bor costs)

by .1360\ of 64.27' of 25.7' of output
in respect of its suppliers' prices
(i.e., by .13601 of ehe percene of oucpue
represeneed by TELCO's suppliers' labor coses)

for a total of

- .2861' of output

- .0225' of output

.3085' of output
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The corresponding increase in the GNP-PI will be

.1360' of 64.27' of output - .0874' of output

Thus the GNP-PI would reflect only .0874 + .3085 or 28.33' of the additional

costs incurred by TELCO due to SFAS 106. The Labor Cost Percentage Adjustment

has increased the factor of .1360 to a factor of .2833 thus:

Labor Cose Perceneage Adjustment - .2833 + . . 1360 - 2.0831

Estln; to which Imp.e; of SlAS 106 on All ImRloy.rs in ;h. GNP tr.n,l.;.. into

an Iner•••• in the GNP-PI

In this section we describe the results obtained froll a macroeconomic model

developed to calculate the imp.ct of SFAS 106 on the GNP-PI.

Motivation for the Macroeconomic Model

The macro.conoaic lIodel w. use allow, us to calculate the i.mpact of SFAS 106 on

prices in all sectors as well as the effect on the overall GNP-PI. w. can get

a simple view of how the price level is· affected, as w.ll as an appr.ciation of

the need for a macroeconomic model, by first considering a "back-of-the-env.lope"

calculation of the effects of SFAS 106 on the price level. To make the

interpretation of the calculation as simple as possibl., suppose that in the

absence of SFAS 106 the GNP-PI would relllin constant over tim.; th.t is, the rate

of inflation would b. zero. Later we will consider t:he lDor. realistic scenario

in which there is ongoing inflation in the ab,enc. of SFAS 106.

The back-of-th.-env.lop. calculation involves two st.p':

(1) the percentage increase in the price of goods in a given sector equal, the

percentage increase in the cost of a unit of labor multiplied by the share

of labor cost in total costs in that sector; and

(2) the percentage increase in the overall price index is calculated as the

weighted average of the price increases in each sector.
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